The purpose of this paper is to assess whether politicians manipulate the timing of tax rate changes in a strategic way to maximize reelection prospects. To do so, we exploit the German local business tax as a testing ground which is set autonomously by German municipalities. As election dates vary across local councils, the data allows us to disentangle effects related to the timing of elections from common trends. Using a rich panel data-set for German municipalities, we assess the impact of elections on local business tax choices. The findings support the notion of a political cycle in tax setting behavior as the growth rate of the local business tax is significantly reduced in the election year and the year prior to the election, while it jumps up in the year after the election. This pattern turns out to be robust against a number of sensitivity checks. JEL Codes: H25, H71, D72
Introduction
The last decades have seen a strong and rising interest in identifying the determinants of corporate tax setting behavior. Recent theoretical and empirical papers stress that corporate tax rate choices are influenced by the size and structure of the economy, the government's budgetary situation and tax competition behavior (see e.g. Bucovetscy, 1991; Wilson, 1999; Buettner, 2003; Devereux et al., 2007) . One aspect that has been rather neglected though is the impact of political economy determinants on the corporate tax rate choice. One key question in this area is whether politicians engage in opportunisitc behavior and deliberately manipulate government policies over the course of the electoral cycle in order to increase their reelection prospects.
Traditional papers in this area suggest that, in a world with asymmetric information, incumbent politicians have an incentive to signal their competency by increasing public spending prior to elections in order to boost the economy (see e.g. Nordhaus, 1975) . Empirical evidence for this type of spending cycles has been rather mixed though (see e.g. Alesina et al. (1997) and Drazen (2000) for an overview). In response, a more recent strand of the theoretical literature has suggested that politicians may use adjustments of short-run policy instruments, like tax policy choices, to demonstrate their competency to the electorate rather than through spending-induced changes of the economic conditions (see e.g. Persson and Tabellini, 2001 ). This predicts a political business cycle in tax rate choices in the sense that tax increases tend to be delayed until after the election, while the probability for tax decreases is increased in the election year and the year prior to the election. Empirical evidence for this type of systematic tax setting behavior is, however, scarce at best.
The present paper aims to contribute to this literature and tests for political cycles in tax rate adjustments. Our empirical analysis uses the German local business tax as a testing ground which is set autonomously by German municipalities. The analysis is based on a unique and rich panel data base on around 8000 German municipalities and their political, social and budgetary situation and comprises data for the time period between 2000 and 2008. As election dates vary across local councils, the data allows us to disentangle effects related to the timing of elections from common trends.
Descriptively, our data suggests a strong trend to increase the local business tax rate within our time period. While more than half of the communities in our sample raise their local business tax rate once or more within our sample period, only a small fraction of around 5% of the communities enact a tax decrease. This descriptive pattern largely reflects a number of expenditure shocks at the local level within our sample period driven by rising costs for the provision of social services and a number of reforms that shifted public responsibilities to the local level. In consequence, communities were forced to adjust their local business tax rate as the major revenue instrument at their own discretion.
The purpose of this paper is to assess the timing of these local business tax rate changes and to test whether it follows a systematic pattern induced by the electoral cycle. To do so, we estimate panel models which determine the effect of election timing on the growth rate of the local business tax. In robustness checks, we also use logistic models to determine the impact on the probability that a municipality increases or decreases its local business tax rate. Our results provide strong evidence in favor of an electoral cycle. Precisely, we find that tax rate growth and the probability to observe an increase in the local business tax rate are significantly reduced in the election year and in the year prior to the election, while they jump up in the post election years. The effects are also quantitatively important. Our preferred estimates suggest that, relative to other years, the growth rate of the local business tax rate is, evaluated at the sample mean, reduced by around 40% in the election year and increased by around the same amount in the year after the election. This result is robust to controlling for a large number of economic, social and budgetary characteristics as well as municipality fixed effects.
As briefly described above, our paper relates to the empirical literature on political business cycles. The majority of papers in this literature focuses on spending cycles and reports rather mixed evidence (see Alesina et al., 1997) . We are aware of only three previous papers which assess political cycles in tax setting behavior. Precisely, Mikesell (1978) and Nelson (2000) analyze the effect of elections on the adjustment of US state taxes in the post-war period. While they do find patterns which are in line with the notion of political tax cycles, their identification approach is purely descriptive and does not account for any type of heterogeneity between US states. Thus, problems related to omitted variables may clearly affect their qualitative and quantitative findings. A recent paper by Dahlberg and Mörk (2011) provides evidence for effects related to election timing on tax rate choices by combining Swedish and Finish data on local governments. In their study, variation in election dates arises only between the two groups of Swedish and Finish municipalities which differ in their institutional characteristics and may be subject to heterogeneous shocks. Our estimation approach tackles these problems by exploiting variation in election timing across federal states within the same country and by controlling for both, time-constant and time-varying heterogeneity in the social, political, and budget situation of municipalities.
The remainder of the paper is structured as follows: Section 2 provides a brief theoretical motivation for our analysis, Section 3 presents our data set and gives a brief overview over the institutional background for the German local business tax. Our estimation strategy is described in Section 4. Section 5 presents the results and Section 6 concludes.
Theory and Related Literature
One of the main elements of fiscal policies are politics themselves. The main reasoning is, as Tufte (1978) summarizes, that "as goes politics, so goes economic policy and performance. This is the case because, as goes economic performance, so goes the election." This relationship has been studied extensively by theoretical and empirical motivated scholars in the literature on political business cycles and political budget cycles. The central idea of a political business cycle is that politicians have an incentive to implement demand-increasing policy measures prior to the election in order to boost the economy which then affects key macroeconomic variables, such as unemployment, output, and inflation (Nordhaus, 1975; Lindbeck, 1976) . The empirical evidence for such a political cycle in macroeconomic performance is, however, rather mixed (see Alesina et al. (1997) and Drazen (2000) for an overview). On theoretical grounds these models were criticized for their assumption of non-rational and myopic voters, which are easy to fool by such means.
Recent papers drop the irrationality assumption and focus on information asymmetries between voters and politicians. The models by Rogoff and Sibert (1988) and Rogoff (1990) for example investigate fiscal choices in a game where politicians signal their level of competence. As a result, fiscal policies are distorted in election years. An important difference to the earlier papers is that these models predict distortions in main budgetary concepts, such as spending, revenues, deficits, and taxes rather than in macroeconomic indicators. It has been argued that politicians may want to implement expansionary politics in election and pre-election periods to signal their competency to the electorate by a higher level of public good supply at constant levels of taxation or by implementing low-tax policies for a given public good provision. Beyond these signaling considerations, incumbents may moreover, in a very general sense, want to implement political actions in pre-election years which are likely to be appreciated by the electorate and which might thus increase their reelection probability. Analogously, as voters face high costs of ousting unpopular politicians from office in non-election years and "unpopular actions in nonelection years may be heavily discounted by election time" (Nelson, 2000, p.544) , politicians have an incentive to implement unpopular decisions at the beginning of the election period when the time span to the next election is as large as possible.
As most of the subsequent empirical literature, we do not aim at providing an explicit test of political budget cycle models. As noted by Kneebone and McKenzie (2001) , a direct test of those models is difficult to implement since a measure for government competency would be needed. However, we read the signaling type of models as indicative for the variables we should take into account to explain tax rate changes, namely the electoral cycle. There is a large and still growing literature testing for election effects in public policy. Alesina et al. (1997) provides an exhaustive overview. Recent work of Schuknecht (2000) , Persson and Tabellini (2003) and Shi and Svensson (2006) report results which are in line with a political spending cycle at the national level. However, using data collected at the country level obviously has a number of limitations, first and foremost that it commonly does not allow to perfectly control for all other institutional and monetary differences across countries. Using a panel at the sub-national level with data for several regions or local governments which operate under similar regulations in one country can solve this problem. Empirical contributions using subnational data commonly find election effects in budgetary components. Among others, Dahlberg and Mörk (2011) suggest that elections impact on public employment using data for Sweden and Finland. Veiga and Veiga (2007) provide evidence for political expenditure cycles for Portuguese municipalities, as does Kneebone and McKenzie (2001) for Canadian provinces. Some of these studies simultaneously investigate electoral effects in revenues, in particular the share of revenues generated by taxation. However, it is not obvious why these revenue shares should be a signal of competence to voters. Lower revenues at a given tax rate for instance could be seen as exactly the opposite, the government's inability to administer the tax collection. 1 Apart from that, the effect of electoral cycles on tax setting behavior is rather unexplored. We are aware of only two studies which, in a descriptive way, assess the effect of elections on the tax policy choice of US states. Precisely, Mikesell (1978) investigates how electoral cycles impact on the changes in tax rates and the adoption of new taxes for US states. He reports evidence for a strong political cycle as tax increases occur with a higher frequency the larger the time until the next election. Nelson (2000) updated the dataset to more recent years, and reports similar results. Both papers, however, use a purely descriptive approach to test for political cycles in tax policy choices and do not account for cross-sectional or longitudinal heterogeneity which may be correlated with the states' tax policy and confound the results.
We account for these shortcomings and use a more rigorous empirical identification strategy to test for political cycles in the context of the German local business tax. If the above theoretical incentives are relevant for political decision making, local politicians in Germany may want to signal their competency to the electorate by keeping local business taxes low, for a given amount of public good provision. Following this line of argumentation, we thus expect a reduced probability for tax increases prior to elections and a higher one once the election took place. Note in this context that, beyond the competence signal, increases in the local business tax might be unpopular with voters in a very direct sense as tax increases likely exert an effect on the inhabitants' after-tax income. Firstly, the German local business tax is levied on unincorporated as well as incorporated businesses and reduces their after-tax income. Especially with unincorporated businesses, business owners are likely to be voters in the community and are thus directly harmed by the tax increase. Several studies more-over suggest that a significant fraction of corporate and business taxes are borne by workers (see e.g. Arulampalam et al., 2007; Desai et al., 2007) , which may also make business tax increases unpopular with the electorate.
Following these considerations, we will assess the existence of electoral cycles in the tax setting behavior of German municipalities. Precisely, we will investigate whether business tax rates are significantly reduced in pre-election years and significantly increased in postelection years. In doing so, we use panel estimators and exploit that local election dates in Germany vary across federal states. This allows us to separate common shocks to all municipalities from potential effects related to the electoral cycle.
Data
In the following, Section 3.1 will provide detailed institutional information on the local business tax legislation and the political system in Germany. Subsequently, Section 3.2 describes our data set and the variable definition.
Institutional Background
The testing ground for our empirical analysis is the local government sector in Germany. In general, the German federal system consists of three governmental tiers: the federal, regional, and local governments, whereas the regional and local level consist of sixteen states and around 12,000 municipalities respectively. Taxing powers are restricted to the federal and the local government level.
The responsibilities of local governments vary only slightly across federal states. Their main mandatory tasks comprise construction work and the maintenance of roads, sewerage, kindergardens and primary schools. Other responsibilities, such as the maintenance of cultural or sport facilities, tourism, and public transport are optional. In addition, local governments are responsible to provide certain social allowances to the unemployed, such as housing. In general, our sample period is characterized by rising expenditures at the local level due to increasing social costs and a number of federal reforms which shifted additional burdens on to the local government level. Examples are laws for the provision of additional kindergarten capacities by the local level ('Gesetz zum Ausbau der Kindergartenbetreuung') and additional social security payments for the elderly and the unemployed (see e.g. Bundesbank, 2000 Bundesbank, , 2007 .
While a major fraction of the funds for the provision of these services come from grants and redistributed taxes, the local communities have discretion over two own tax instruments: the local business tax and a local property tax. In revenue terms, the local business tax is by far the more important revenue source for local jurisdictions and significantly contributes to local government revenues. The average tax rate set by German municipalities is 16.25% and thus makes up a considerable fraction of the tax burden on firms in Germany. 2 The tax base is defined as firm profit earned within the boundaries of each municipality, town, or city. The tax applies to both, the incorporated and non-incorporated sector, whereas the tax base definition follows the corporate and income tax law. While the tax base law is set at the national level and thus applies to all municipalities in Germany, the local council of each municipality can decide autonomously upon a tax collection rate. The rate chosen is valid for at least the next entire budget year. On the local level, a budget year corresponds exactly to the calendar year. Municipalities can change their tax rate from year to year, but not in between. There is no upper bound for the tax rate, but a lower one was introduced in 2004. 3
The majority of the local business tax revenues remains directly with the municipalities. A small share has to be transferred to the central and regional level though, as an element of the German federal equalization scheme.
On the policy side, the election and legislative process in the local councils has to be in line with the so-called municipal code in the community's hosting state. Our empirical analysis exploits that the election date of the local councils differs across federal states. The election years for the eight states included in our analysis are listed in Table 1 . Apart from this difference, municipal codes are similar across states. For example, in all federal states a simple majority of votes in the local council is required to enact a change in the collection rate of the local business tax. Moreover, in all states, a large number of parties tend to take part in the local elections, comprising the major parties which also operate at the regional or national level as well as numerous local parties and candidates. 4
[ Table 1 about here] The homogeneity of the political and administrative legislation is a big advantage of our data compared to cross-country studies at the national level, where the institutional background varies between states and appropriate controls for these differences are often not availale. In the German context, municipal codes and law differ only slightly across federal states. This offers convenient features to test our hypothesis, in particular since all communities have exactly the same fiscal policy tools at hand. 2 The current corporate tax rate at the national level is 15%. 3 The idea was to prohibit very low tax rates chosen by a small number of "tax haven" communities before 2004.
4 Note in this context that one important difference between elections at the local level compared to state or federal elections is that commonly a larger number of small parties is represented in the local council as with the former no minimum threshold of votes has to be passed in order to be considered for the allocation of seats.
Dataset
Our data set comprises German communities in the period between 2000 and 2008. 5 The data accounts for all municipalities in West German states (except the city states of Bremen and Hamburg 6 ). We disregard communities in Eastern Germany which joined the Federal Republic of Germany in the reunification of 1990 as a major fraction of those communities was subject to mergers and local government reforms after the German reunification. Furthermore, we exclude West German municipalities which were subject to a merger and those belonging to a municipal union in Lower Saxony. Eventually, we end up with a sample of 7738 municipalities. 7 Figure 1 presents a graphical representation of our sample.
[ Figure 1 about here]
As mentioned above, we observe a rising trend in local business tax rates within our sample period. A majority of communities raised their local business tax rate at least once within our 9-year-period. Within this group only a small number of municipalities observes two or more changes, see figure 2 for details. In contrast to the large number of tax hikes, declines in the local business tax rate are rare. Precisely, only around 5% of the municipalities in our data lower their tax rates at least once within our sample period.
[ Figure 2 about here] This pattern may on the one hand reflect increased funding needs of local municipalities as rising social costs and reforms which shifted additional obligations to the local level exerted pressure on community finances. On the other hand, our sample period is also characterized by two major declines in the federal corporate tax rate (in 2001 and 2008) which mightin a vertical tax competition framework -increase the communities' incentive to raise their local business tax rate. Figure 4 depicts the geographical distribution of tax rate changes, showing that tax hikes and cuts are not exclusive to particular federal states.
[ Figure 4 about here] Moreover, we augment our data set by detailed information on socio-economic and political characteristics of the communities in our data. Descriptive statistics are presented in Table 2 . Firstly, we include the total number of inhabitants to capture differences in community size. The variable points to a strong heterogeneity between the municipalities in our data which includes small jurisdictions with less than 10 inhabitants as well as the 5 Some data, like electoral results, are also collected for years prior to our sample period in order to determine whether our first sample year (the year 2000) is a post-election year and to determine the composition of the local council in the first sample years. 6 We exclude the city states, because local and regional budgets are not easy to separate in this context. 7 Public finance data is not available for some years in the federal state of Schleswig-Holstein.
city of Munich with 1.3 million people. Furthermore, we include a number of socio-economic variables, precisely the share of young inhabitants below the age of 15 and the share of old inhabitants above the age of 65 as the demographic structure may affect local business tax choices. To capture employment effects, we further include the local unemployment rate, defined as the number of unemployed as a share of total population. 8
[ Table 2 about here] Furthermore, we add three indicators for the municipalities' fiscal performance and economic capacity to our dataset. First, we include public borrowing in each year, defined as the share of revenues that is generated by new credits, less amortization of debts. Second, we include the total outstanding debt in per capita terms. This value is obtained at the county level, but it also includes municipality-specific information on debt of hospitals and other city owned companies like transportation or sewage. Moreover, to control for the prosperity of a community in terms of per capita income and wealth, we also include a variable for the average private per capita income. All described variables show a considerable cross-sectional and longitudinal variation as indicated by large standard deviations.
Last, we include detailed information on the seat shares of political parties in the municipal council. We directly observe the share of the four main parties, which also run for national or regional elections. These are the center-right conservative party (CDU), the center-left social democrats (SPD), the liberal party (FDP), and the Green party (Gruene). We create aggregated values for parties at the far-left of the political spectrum (comprising Die Linke, the former PDS, and the former WASG), for parties at the far-right of the political spectrum (comprising the nationally organized extreme right parties NPD, DVU, Die Republikaner, and some local right wing parties which are only regionally active) and an aggregated value for all remaining political parties which mainly comprise locally operating civil parties.
Identification
Our baseline analysis focuses on investigating the determinants of tax rate changes in the form of the annual percentage change or growth rate.
Alternative specifications use binary dependent variables τ binary and τ binary to assess the determinants of the general probability that a community increases and decreases its tax rate. The variable τ is coded one if the statutory tax rate increased from the previous to the current year, and zero otherwise. Formally,
τ binary is defined analogously for tax decreases. Furthermore, the generic model estimated for the various definitions of τ is specified as
where the vector t is a set of time period specific dummies, which we relate to election dates to test for an electoral cycle. In our main analysis, we include dummy variables for the year before an election is held, the election year, and the year after the election. These variables vary across federal states s. Individual municipalities i within the borders of one state share common election dates, but variation arisis across the German states.
In addition, the estimations include a full set of year fixed effects ε to capture common shocks over time which affect all our sample communities. As election dates vary across communities in different states, both, election effects captured by the vector t and the time fixed effects are identified. Thus, the approach resembles a difference-in-difference framework in which communities with no election in a particular year act as a control group to identify the effect of elections on the tax setting behavior in the treatment group of communities with an election (and on those communities in a pre-and post-election year respectively).
In terms of control variables, x depicts a vector which gathers other determinants that are related to the decision whether or not to change the tax rate and vary across municipalities i and over time t. In some specifications the vector x moreover includes political variables.
Most importantly, we include information on the seat share of parties in the local council to assess potential effects related to partisan policies. Additionally, we add a control variable for community size (as measured by the number of inhabitants) as spending needs and benefits related to economies of scale may vary across jurisdictions of different size and affect tax policy choices. The model moreover controls for demographic information on the age structure of the community's inhabitants and the unemployment rate, as local governments provide public schools as well as social assistance for the unemployed and the elderly which affects expenditures and revenue needs. Moreover, we add detailed budgetary information on deficits and the debt level which also may impact on the communities' funding needs and thus eventually on the communities' tax rate choice.
Furthermore, we include community fixed effects μ i in the baseline model which absorb time-constant heterogeneity between jurisdictions or a full set of state fixed effects μ s which absorb potential effects related to institutional differences between states.
The baseline model is estimated with usual panel data estimators. To estimate the models where our dependent variable comes in a binary form, we use a logit transformation and report the average marginal effects. Due to the nature of our data, serial correlation of errors is not a major problem. However, we cluster standard errors at the municipal level. We also present standard errors clustered at the state-year level to capture potential correlation of residuals at these units. Note that clustering at the state level is infeasible since the number of groups is small. Nevertheless, Bertrand et al. (2004) show that standard errors might be underestimated in the presence of serial correlation when clustering is conducted at the state-year rather than state level. Therefore, we also make use of two-way clustering at the state-year and individual level (Cameron et al., 2006) . We spent particular attention to this when it comes to the presentation of our result. Table 3 presents the result of the estimation model outlined in equation (1). In specifications (a) to (d) we regress the annual growth rate of the local business tax on the set of dummy variables for the pre-election, election and post-election year as well as a full set of community fixed effects and time-varying community characteristics. 9 Model (a) assumes independence of the errors across observations. In models (b) and (c) standard errors are clustered at the community level (model (b)) and state-year level (model (c)) respectively. Model (d) accounts for two-way clustering of the standard errors at the state-year level and community level as described above. Additional to coefficient estimates and standard errors, the table reports the p-values and 95% confidence intervals for the coefficient estimates.
Results
The specifications confirm the hypothesis of an electoral cycle in tax setting behavior. Precisely, the coefficient estimates for the dummy variables t t−1 and t t show a negative sign, while the coefficient estimate for the post-election year is positive. In specifications (a) and (b) all three coefficient estimates turn out statistically significant, indicating that the growth rate in the business tax is reduced by 0.09 in the year prior to the election and by 0.16 in the election year. Evaluated at the sample mean (=0.37, cf. Table 2) , this corresponds to a drop in the growth rate by 24% and 43% respectively. In the post election year, the estimation suggests that the growth rate is significantly increased by 0.17, or evaluated at the sample mean, by 47%. Models (c) and (d) equally derive a significant election year and post election year effect, while the coefficient estimate for the pre-election year loses its statistical significance. Taken together, this pattern confirms the theoretical considerations in Section 2 and suggests that politicians indeed tend to keep local business taxes low prior to elections and implement tax increases in post-election years when the time gap to the next election is maximized.
[ Table 3 about here] Models (e) and (f) of Table 3 moreover reestimate these baseline regressions replacing the community fixed effects by a full set of state fixed effects. Again, the models account for clustering of the standard errors at the state-year level and for two-way clustering at the state-year and community level respectively. This modification leaves both, the qualitative and quantitative results unchanged.
Further note that the control variables exhibit the expected signs (see Table 10 in the appendix for results). Most importantly, the coefficient estimate for the community's newly issued debt relative to revenues ('credits') is positive and statistically significant in all specifications, indicating that those communities with high financing needs, as proxied by new debt issues, tend to observe higher tax rate growth than other jurisdictions. The coefficient estimates for all other control variables turn out insiginificant in the specifications that control for community fixed effects and hence absorb any time-constant heterogeneity between jurisdictions. The specifications which include state-fixed effects further suggest that large and high-income communities tend to observe lower growth rates of the local business tax within our sample period. This may be related to the fact that communities receive a fixed share of the lagged personal income tax paid by their residents. 10 Rich communities with high average incomes thus receive higher tax revenues and may be less affected by reforms within our sample period that shifted additional tasks and spending obligations to the community level.
[ Table 4 about here] Moreover, as described in Section 3.1, our sample period was characterized by a strong upward trend in local business taxes. While every second community increased its local business tax rate at least once within our sample period, only a minor fraction of communities opted for a tax rate reduction. To assess whether the impact of election dates on tax rate increases differs from its impact on tax rate decreases, we transform our dependent variable to capture positive growth rates (τ growth ) and negative growth rates (τ growth ) separately.
Thus, in the construction of τ growth (τ growth ), community-year observations with negative (positive) tax rate growth are treated as zero. Specifications (a) to (d) of Table 4 reestimate our baseline model accounting for the modified dependent variables. Standard errors are clustered at the state-year level and specifications (a) and (c) ((b) and (d)) include a full set of community fixed effects (state fixed effects). We find the baseline results confirmed in specifications (a) and (b) that investigate the impact of the electoral cycle on positive growth rates in the local business tax measure. Thus, increases in local business tax rates tend to be significantly reduced in the election year and significantly increased in the post election year. Repeating the same exercise for the negative business tax growth τ growth derives statistically insignificant coefficient estimates for all three election dummies. As the number of business tax reductions observed in our data is tiny (less than 1% of the community-year observations), this likely reflects imprecisions in the estimated effects due to limited variation in the data.
[ Table 5 about here]
The fact that many communities do not observe a tax rate change within our sample period further suggests that a binary regression model may fit the data well. Thus, we additionally run estimation models that test for a potential impact of the election cycle on the community's probability to increase or lower the local business tax rate. Table  5 presents the results for the marginal effects of a logit model including state level and year fixed effects. 11 Model (a) assesses the effect of the election cycle on a community's probability to increase its tax rate while model (b) assesses the effect on the probability for a tax decrease. In line with the previous results, our findings are confirmed in the former specification while the coefficient estimate for all election dummies turn out insignificant in most instances of the latter one. Again, we consider the latter finding to reflect the too low number of community-year observations with a tax decrease. Further note that the findings of model (a) also quantitatively correspond to our baseline estimates. Calculating marginal effects suggests that the probability to observe a tax increase is reduced by 3.1 percentage points in the election year and jumps up by 3.5 percentage points in the post election year. Relative to the unconditional probability for a tax increase/decrease, this corresponds to a change by 38% and 43%.
[ Table 6 about here]
In a robustness check, we further assessed whether the election cycle is related to changes in the composition of the city council. In general, German local politics are characterized by a large number of parties as membership in the local city council is not tied to obtaining at least 5% of the votes like it is the case in national elections. Thus, besides the nationally 11 The coefficent estimates are presented in Table 12 in the appendix. We also estimated conditional logit models which account for unobserved heterogeneity across jurisdictions but suffer from the shortcoming that there are no convenient possibilities to compute marginal effects. The qualitative results of the conditional logit model are in line with those of the logit model including only state dummies though. operating parties, a number of civil parties are active at the local level which are mainly concerned with local policy issues and are thus difficult to classify in the left-right-spectrum. To nevertheless assess whether changes in the distribution of seats across parties impacts on the political business cycle determined in this paper, we classify parties in right wing parties (comprising the conservative party CDU, the liberal party FDP and a number of nationalist parties at the far right spectrum), left wing parties (comprising the social democrats SPD, the green party DIE GRUENEN, DIE LINKE and a number of other parties at the far left of the policy spectrum) and local civil parties. From this information, we define a dummy variable indicating major changes in the composition of the local council. The variable takes on the value 1 if an election destroys or brings about a majority for the left wing or right wing bloc. Since civil parties receive a significant fraction of vote shares at the local level, direct changes from a left-wing to a right-wing majority or vice versa are rather rare though. Table 6 reports the results of specifications which reestimate our baseline model augmenting the set of regressors by interaction terms between the election dummies and the dummy variable indicating major changes in the composition of the local council as defined above. As indicated in the table, the coefficient estimates for the interaction terms turn out insignificant and simultaneously do not change the pattern of our baseline estimates. This suggests that on average the election cycle in tax setting behavior is not related to elections which do or do not change city council majorities.
[ Table 7 about here] Furthermore, we assessed the robustness of our results to including a control variable for the lagged level of the local business tax rate. The results are presented in Table 7 . Specification (a) reestimates our baseline model using the growth rate in the business tax as dependent variable. The coefficient estimate for the lagged level of the business tax rate turns out negative and statistically significant indicating mean reversal in the communties' business tax setting behavior. Moreover, again, the coefficient estimates for the election year and post election year dummy turn out negative and positive respectively, whereas only the former is statistically significant at conventional significance levels though. Specifications (b) and (c) augment the binary models by the lagged level of the dependent variable. Specification (b) presents the results for the election cycle on a community's probability to increase its tax rate. In line with intuition, the coefficient estimate for the lagged dependent variable turns out negative suggesting that communities with a high local business tax are less likely to observe a tax increase. The specification also confirms our baseline findings qualitatively and quantitatively whereas both, the coefficient estimates for the election and post-election dummies now turn out statistically significant. The average marginal effect in the election year is -3.0 percentage points and the marginal effect of the post-election year is also comparable to the previous findings indicating an increase in probability of 4.6 percentage points. Specification (c) reports analogous results for the binary model indicating tax rate decreases. Here, in line with intuition, the lagged dependent variable turns out positive and statistically significant, indicating that communities with a high local business tax have a higher probability to observe tax decreases. Apart from that the results resemble our baseline findings in the sense that the coefficient estimates for electoral dummies turn out statistically insignificant.
[ Table 8 about here] Additionally, in our baseline model, the growth rate of the dependent variable is calculated based on the community's statutory local business tax rate. A particular feature of the German local business tax, however, is that a firm's local business tax payment is itself deductible from its tax base ('self-deductibility'), implying that the firm's effective tax burden falls short from the statutory one. 12 As a robustness check, we thus reestimate our baseline model defining the growth rate in the effective local business tax accounting for self-deductibility of the tax. The results are presented in specification (a) of Table 8 and qualitatively and quantitatively resemble our baseline findings. As an additional modification, specification (b) moreover reruns the baseline specification using the change in the local business tax rate as the dependent variable instead of the growth rate. Again, the findings are comparable to our baseline estimates.
[ Table 9 about here] Moreover, our baseline model includes three dummy variables to capture the electoral cycle: a dummy variable for the pre-election year, a dummy variable for the election year and a dummy variable for the post-election year. As elections for the local council take place every five years, the two remaining years act as baseline category. In Table 9 we reestimate our baseline model using the local business tax growth as dependent variable and including indicator variables for the election year, for the first year after the election, for the second year after the election, for the first year prior to the election and for the second year prior to the election separately. The pattern is very consistent with our theoretical considerations in the sense that we find a negative, but small and insignificant coefficient estimate in the specification (a) which includes a dummy variable for years two years prior to the election. In specification (b) we include a dummy variable for the pre-election year and find a negative effect which is larger in absolute terms than in the previous specification, although still not significant. In specification (c) which includes a dummy variable for the election year, the effect is negative and again larger in absolute terms than in the previous two specifications, which now also gains statistical significance. Including only a dummy variable for the first year after the election derives a positive and statistically significant coefficient estimate, confirming our baseline estimations (see specification (d)). Rerunning the specification with a dummy variable indicating the second post-election year again derives a positive coefficient estimate which, in line with expectation, is smaller though and does not fully gain statistical significance.
Concluding, the results in this section are in line with an election cycle in tax setting behavior. In particular, we find that the tax rate growth is significantly reduced in the election year and significantly increased in the first post-election year.
Conclusion
The aim of this paper was to assess whether there is an electoral cycle in the tax setting behavior of local communities. For that purpose, we exploited rich panel information on a large set of communities in Germany. Moreover, as the election dates for local councils in Germany vary across states, our data allows us to disentangle effects related to electoral cycles from common trends. Using conventional fixed effects panel methods and logit estimations, and controlling for time-constant and time-varying heterogeneity between the communities, our results provide strong evidence that tax setting is affected by election dates. Precisely, our findings suggest that compared to other years the tax rate growth is significantly reduced in the election year, while it jumps up in the year after the election. The effects turn out quantitatively important and suggest that, evaluated at the sample mean, tax rate growth is decreased and increased by around around 40% in the pre-and post-election year respectively.
Thus, concluding, our findings suggest that political economy determinants, in particular the timing of elections, exert an impact on the tax rate choice of local communities. This underpins the validity of recent theoretical claims which suggest the importance of an electoral cycle in the choice of policy instruments. In the policy arena, the findings may have implications for the design of political systems and the decision about the timing, synchronization and length of political election terms.
Graphs and Tables
Notes: All light gray shaded municipalities are included. Dark gray shaded areas in Lower Saxony belong to a joint municipality and are dropped from the sample. Black shaded municipalities were subject to a merger during our period and also dropped. Notes: Left (right) panel shows the sum of municipalities over absolute number of negative (positive) changes. No municipality increased the tax rate more than six times or decreased more than four times within our panel. 
